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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time that the petition was filed. Unless otherw se
i ndi cat ed, subsequent section references are to the Internal
Revenue Code in effect for the year in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
The decision to be entered is not reviewable by any other court,

and this opinion should not be cited as authority.
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Respondent determ ned a deficiency in petitioner's Federal
i ncome tax of $14, 441 for 2000 and an accuracy-rel ated penalty of
$2, 888 under section 6662(a). The issue for decision is whether
a $50, 000 paynent received by petitioner in 2000 is excludabl e
fromgross inconme under section 104(a)(2).

Backgr ound

The stipulation of facts and the exhibits received into
evi dence are incorporated herein by reference. Petitioner
resided in Los Angeles, California, at the tinme the petition was
filed.

Petitioner began working for Universal Cty Studios, Inc.
(Universal), on or about Septenber 1998. Petitioner filed racial
di scrimnation charges with the California Departnment of Fair
Enpl oynent and Housi ng agai nst Uni versal and various i ndividuals.
The charges all eged a cause of action for racial harassnent,
racial discrimnation, and retaliation "for her race" and her
conpl ai nts about discrimnation and harassnent.

Thereafter, on or about Decenber 14, 1999, petitioner filed
a racial discrimnation conplaint against Universal in the
Superior Court for the County of Los Angel es.

In an effort to resolve all differences and avoid
litigation, petitioner entered into a "CONFI DENTI AL SETTLEMENT
AGREEMENT AND RELEASE" (settlenment agreenment) with Universal on

February 8, 2000. The settlenent agreenent provided that
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Uni versal woul d pay petitioner $50,000 in exchange for her
request for a dismssal with prejudice of all pending clains and
her resignation. The settlenent agreenent also provided in
pertinent part:

2. The Parties agree to the following * * *:

* * * * *

d. The Parties agree that the Settlenent Paynent
represents non-wage danages for injuries arising out
of Bolden's clains. The Parties further agree that
the Settl enent Paynent constitutes non-wage incone,
and shall be subject of an IRS Form 1099 * * *,

Bol den agrees to hold Universal, and any of its
current or forner officers, agents, and enpl oyees
harm ess from and indemify them agai nst, any and
all clains, assessnments and/or penalties, and any
reasonabl e attorneys' fees incurred in responding
t hereto, made, clainmed, sought, or inposed by the
I nternal Revenue Service * * * in regard to any
anounts due or clained to be due to such taxing
authority or agency as a result of Bolden' s tax
treatment of the Settlenent Paynent. * * *

* * * * * * *

16. * * * Bolden al so acknow edges that Universal has
advi sed her to consult with an attorney, and that she has
in fact consulted with an attorney, concerning this
Agreenent * * *.

* * * * * * *

THE UNDERSI GNED HAVE READ AND UNDERSTAND THE TERMS AND
CONDI TI ONS OF THE FOREGO NG SETTLEMENT AGREEMENT AND
RELEASE, AND Bol den SPECI FI CALLY ACKNOALEDGES THAT SHE HAS
CONSULTED W TH AN ATTORNEY REGARDI NG THE EXECUTION OF THI' S
AGREEMENT. I N ADDI TI ON, THE PARTI ES WARRANT THAT THE
SETTLEMENT AGREEMENT AND RELEASE CONTAI NS THE ENTI RE
AGREEMENT BETWEEN THE PARTI ES HERETO AND NO PROM SE

| NDUCEMENT OR AGREEMENT NOT EXPRESSLY CONTAI NED HEREI N HAS
BEEN MADE
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The settl enment agreenent was signed by petitioner and her
attorney.

Petitioner filed a tax return for taxable year 2000. In
that return, petitioner excluded fromher gross incone the
$50, 000 that she received from Universal under the settl enent
agreenent. In the notice of deficiency, respondent determ ned
that petitioner is not entitled to exclude from her gross incone
the settlenent anount at issue.

Di scussi on

The Conmm ssioner's deficiency determnations in the notice
of deficiency are presuned correct and, generally, taxpayers bear
the burden of proving that the Comm ssioner's determ nations are

incorrect. Rule 142(a); Welch v. Helvering, 290 U S. 111, 115

(1933). Under certain circunstances, however, section 7491(a)
may shift the burden to the Comm ssioner. The issue in this case
is a question of law, and the Court decides the issue wthout
regard to the burden of proof. Therefore, section 7491(a) is

i nappl i cabl e.

Taxability of Paynment Petitioner Received

As a general rule, gross incone includes incone from
what ever source derived. Sec. 61(a). This definitionis to be
construed broadly and was designed by Congress to "exert * * *

"the full nmeasure of its taxing power.'" Conm SSioner V.

d enshaw 3 ass Co., 348 U. S. 426, 429 (1955) (quoting Helvering
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v. Qifford, 309 U S. 331, 334 (1940)). Exceptions to the

general rule are to be construed narrowy. Conm Ssioner V.

Schleier, 515 U S. 323, 328 (1995). "[E]xenptions fromtaxation
are not to be inplied; they nust be unanbi guously proved."

United States v. Wells Fargo Bank, 485 U.S. 351, 354 (1988).

Section 104(a)(2) excludes fromgross incone "the anmount of
any damages (other than punitive damages) received (whether by
suit or agreenent and whether as |lunp suns or as periodic
paynments) on account of personal physical injuries or physical
si ckness. " (Enphasis added.)

The regul ati ons define "damages received" as "an anount
recei ved (other than worknen's conpensation) through prosecution
of a legal suit or action based upon tort or tort type rights, or
through a settlenment agreenent entered into in lieu of such
prosecution.”™ Sec. 1.104-1(c), Inconme Tax Regs. Danages
recei ved are excludable fromgross inconme only when: (1) The
underlying cause of action giving rise to recovery is based on
tort or tort type rights, and (2) the damages were received on

account of personal injuries or sickness. Conm Ssioner V.

Schl eier, supra at 337. The second prong of this test "has since

been extended to apply to the anended version of section 104,
wi th the correspondi ng change that the second prong now requires
proof that the personal injuries or sickness for which damages

were recei ved were physical in nature."” Venable v. Conm ssioner,
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T.C. Meno. 2003-240; see also Shaltz v. Conm ssioner, T.C. Meno.

2003-173; Henderson v. Comm ssioner, T.C Meno. 2003-168, affd.

_ Fed. Appx. __ (9th CGr., July 16, 2004); Prasil v.

Conmi ssioner, T.C. Menp. 2003-100.

When the amounts are received as part of a settlenent

agreenent, it is the nature of the claimthat was the basis for

the settlenent that controls whet her such anpbunts are excl udabl e

under section 104(a)(2). United States v. Burke, 504 U. S 229,

237 (1992). This determnation is factual and should be made in

light of the settlenent agreenent. Robinson v. Conm ssioner, 102

T.C 116, 126 (1994), affd. in part and revd. in part 70 F. 3d 34
(5th CGr. 1995). The critical question to be asked is: "In lieu

of what was the settlenent paid?" Bagley v. Conm ssioner, 105

T.C. 396, 406 (1995), affd. 121 F.3d 393 (8th Gr. 1997). Al
rel evant facts and circunstances surrounding the drafting of the
settl ement agreenent should be used to make this determ nation
Id.

"If the settlenent agreenent | acks express | anguage stating
that the paynment was (or was not) made on account of personal
injury, then the nost inportant fact in determ ning how section
104(a)(2) is to be applied is "the intent of the payor' as to the

purpose in nmaking the paynent." Metzger v. Conmm ssioner, 88 T.C

834, 847-848 (1987) (quoting Knuckles v. Conm ssioner, 349 F.2d
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610, 613 (10th Cr. 1965)), affd. w thout published opinion 845
F.2d 1013 (3d Cr. 1988).

The Court notes that the record is nearly devoid of
information regarding the negotiations that led to the settl enent
agreenent. However, nothing in the record suggests that the
rel ati onshi p between petitioner and Uni versal was anything other
than adversarial. The settlenment was reached while petitioner's
charges agai nst Universal were still pending. Furthernore, both
sides were represented by counsel.

The settl enent agreenent states "that the Settlenent Paynent
represents non-wage [sic] danmages for injuries arising out of
Bolden's clainms * * * [and] that the Settlenment Paynent
constitute[s] non-wage [sic] inconme, and shall be subject of an
| RS Form 1099". The settl enent agreenent says not hi ng about
physical injuries. |In this situation, the Court nust |ook to
Universal's intent in making the paynent. By referring to the

paynment as "nonwage incone,"” Universal denonstrated that it
expected the paynent to be included in petitioner's gross incone.
It is clear fromother sections of the settlenment agreenent
that it was not Universal's intention to conpensate petitioner
for physical injuries or physical sickness. As consideration for
the settlenent agreenent, petitioner was required to request a

di sm ssal of her clains with prejudice and resign from her

position at Universal. Only after petitioner had taken the



- 8-
prerequisite steps would the settlement paynent be sent. By
requiring petitioner to take these steps, Universal was in fact
buying their release fromhaving to fully litigate petitioner's
di scrim nation cl ains.

Wiile the Court does not dismss the illnesses that
petitioner experienced during her enploynent, the evidence
supports the conclusion that the settlenent paynent was intended
by Universal to be nonwage i ncone and not to conpensate
petitioner for any physical injuries or physical sickness.

Since the Court has found that the settlenent proceeds were
not based on personal physical injuries or physical sickness,
there is no need to determ ne whether "the underlying cause of
action giving rise to the recovery * * * [was] 'based upon tort

or tort type rights.'" Conmm ssioner v. Schleier, 515 U S. at 337

(quoting section 1.104-1(c), Incone Tax Regs.). The Court holds
that the $50, 000 danage award i s not excludable from gross incone
under section 104(a)(2).

Penalty Under Section 6662(a)

The Comm ssioner has the "burden of production in any court
proceeding with respect to the liability of any individual for
any penal ty" under section 6662(a). Sec. 7491(c); Higbee v.

Comm ssioner, 116 T.C 438, 446-447 (2001). To neet this burden,

t he Comm ssioner must cone forward with sufficient evidence

indicating that it is appropriate to inpose the penalty. Hi gbee
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v. Conm ssioner, supra at 447. Once respondent neets his burden

of production, petitioner nust conme forward with evidence
sufficient to persuade the Court that respondent's determ nation
is incorrect. 1d. Petitioner also bears the burden of proof
with regard to issues of reasonabl e cause, substantial authority,
or simlar provisions. 1d. at 446.

Section 6662(a) inposes a penalty of 20 percent of the
portion of the underpaynent which is attributable to, inter alia,
negl i gence or disregard of rules or regulations. Sec.
6662(b)(1). Negligence is the "'lack of due care or failure to
do what a reasonable and ordinarily prudent person would do under

the circunstances.'" Neely v. Commi ssioner, 85 T.C. 934, 947

(1985) (quoting Marcello v. Conm ssioner, 380 F.2d 499, 506 (5th

Cr. 1967)). The term "disregard" includes any careless,
reckl ess, or intentional disregard. Sec. 6662(c).

No penalty shall be inposed if it is shown that there was
reasonabl e cause for the underpaynent and the taxpayer acted in
good faith wth respect to the underpaynent. Sec. 6664(c). The
determ nation of whether a taxpayer acted with reasonabl e cause
and in good faith is nmade on a case-by-case basis, taking into
account all pertinent facts and circunstances. The nobst
inportant factor is the extent of the taxpayer's effort to assess
the taxpayer's proper tax liability. "G rcunstances that may

i ndi cat e reasonabl e cause and good faith include an honest
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m sunder st andi ng of fact or law that is reasonable in |ight of
all the facts and circunstances, including the experience,
know edge and education of the taxpayer." Sec. 1.6664-4(b)(1),

| ncome Tax Regs.; see Reynolds v. Comm ssioner, 296 F.3d 607, 618

(7th Gr. 2002), affg. T.C. Menop. 2000- 20.

Respondent has satisfied his burden of production under
section 7491(c) by establishing that petitioner received the
settl enment paynent and failed to include it in incone.

Petitioner does not dispute receiving the paynent.

The settl enment paynment represented nore than 140 percent of
petitioner's annual income. A reasonable and ordinarily prudent
person woul d have sought the advice of a know edgeabl e person to
ensure the proper tax treatnment of such a | arge paynent.
Additionally, the settlenent agreenent specifically stated that
Uni versal considered the paynent to be nonwage i ncone and that
they woul d issue a Form 1099 for the paynent. The settlenent
agreenent required petitioner to indemify Universal against any
clainms or penalties arising fromher tax treatnment of the
settlenment paynent. During the drafting of the settlenent
agreenent petitioner was represented by counsel, and she could
have taken that opportunity to determ ne the proper tax treatnent
of the paynent. The Court holds that petitioner is |iable for

the accuracy-rel ated penalty under section 6662(a).
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Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be

entered for respondent.




